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SUBJECT: | ndependent Contractor Registry/Service Recipients Report Information to
Enpl oynment Devel opnent Depart nment

SUMVARY

Under this bill, any trade or business, including public agencies, filing a
federal (and state) annual information return because they nmade paynents of $600
or nore during the past cal endar year for personal services, generally would be
required to report the same information to Enpl oynent Devel opnent Depart nment
(EDD) on an accelerated basis. The report would be required the earlier of 20
days after entering into a personal service contract or first paying anpunts in
excess of $600 during the cal endar year. This information source would be

avail able to Franchi se Tax Board (FTB) for child support and tax enforcenent

pur poses.

Thi s analysis presumes FTB routinely would incorporate this information source
into its automated col |l ecti on processes. For purposes of this analysis, these
persons perform ng the reportable personal services will be ternmed “i ndependent
contractors.”

EFFECTI VE DATE

This bill would be operative on January 1, 1999.

LEG SLATI VE HI STORY

AB 573 (Kuehl; Stats, 97. Ch. 599).

PROGRAM HI STORY/ BACKGROUND

The EDD admi ni sters various enployer reporting prograns. Under the Unenpl oynent

I nsurance Code (U C), enployers are required on a quarterly basis to report to
EDD i nformati on on their enployees, which includes the enployee’ s social security
nunber (SSN). EDD s enpl oyer/enpl oyee information is available to FTB shortly
after the end of each quarter. |In addition, certain enployers are required to
report an enployee’s nane and SSN to EDD within 30 days (as of July 1, 1998, al
enpl oyers will be required to report within 20 days or twice a nonth if reporting
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el ectronically) of the hiring, rehiring or return to work of an enpl oyee. The
new enpl oyee registry (NER) can be used for child support enforcenent and
col I ecti ng unenpl oynent benefit overpayments and personal inconme tax enforcenent.
The NER | aw was enacted to aid in the collection of debts of individuals who were
able to avoid coll ection because the quarterly return information was received
too late to be used as an effective collection information resource. EDD may

i npose a penalty against enployers that fail to report new enpl oyees as required.

For both income tax and child support collection purposes, if a delinquency is
unpaid, FTB (and district attorneys) matches EDD s quarterly enpl oyee information
file against its files. [If the tax debtor or child support obligor is identified
as an enpl oyee, an earnings w thholding order is issued against any earnings of
the debtor or obligor. For the NER, EDD requires that it performthe match, and
FTB must send a copy of its file to EDD, which is done twice a nonth for child
support collection purposes. However, for tax collection purposes, because of
the enornous size of FTB' s tax accounts receivable file, the departnment has not
been able to participate in the EDD NER process. Therefore, FTB and EDD st af f
are | ooking at alternative processing.

For child support collection purposes, whether the conpensation is wages or
paynments to beconme due for personal services, the conmpensation is considered
“earnings.” As such, 50% of the individual’ s disposable earnings are subject to
garni shment for purposes of collecting child support delinquencies. For tax
col I ecti on purposes, however, generally 25% of wages or paynents to becone due
for personal services are subject to garnishment. Wen FTB i ssues an earnings
wi t hhol ding order, the recipient of the order, by law, is required to deliver a
copy of the order to the debtor and begin w thholding the first pay period that
ends at | east 10 days after receipt of the order. Wthholding orders issued by
district attorneys have simlar provisions.

This bill, in general, introduces the provisions that were in AB 573 | ast year, as
anended August 25, 1997. These provisions were renoved as the bill was anmended

Sept enber 4, 1997, and replaced with a requirenent that the EDD, in consultation with
the Departnent of Social Services and FTB, prepare and subnit a study to the Governor
and Legislature no later than June 30, 1998, that identifies possible nethods for
establishing a state nmechanismfor the reporting of incone of service providers for

t he purpose of collecting child support obligations. The study must include
reconmendati ons as to the nost feasible and cost effective reporting nethods.

SPECI FI C FI NDI NGS

Under Section 6041A of the Internal Revenue Code (I RC), persons in a trade or
busi ness (service-recipients), which includes state agencies, that pay $600 or
nmore for personal services during a calendar year to an independent contractor
are required to file an information return (1099-M SC, nonenpl oyee conpensati on)
with the IRS by February 28, follow ng the close of the cal endar year. The 1099-
M SC contains the follow ng information:

the nane, address, and federal identification nunber of the person filing the
i nformati on return,

t he nanme, address and identification nunber of the independent contractor (SSN
in the case of an individual), and

t he aggregate anpbunt of the paynments made to that person.
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For California purposes, service recipients are required to send a copy of
their federal 1099-M SC to FTB at the sane tinme it is required to be filed with
the IRS. If a service recipient has nore than 250 i ndependent contractors, the
1099- M SC copy nust be filed with FTB on magnetic nmedia, which is generally
available for FTB to access by May or June. |[If the service recipient has fewer
t han 250 i ndependent contractors, it may elect to file a conbined federal/state
1099-M SC or file a paper information return. |In the case of a conbined or paper
information return, IRS shares the information with FTB, and this information is
general ly avail able for FTB access by Novenber.

Under this bill, service-recipients who are required to file an independent
contractor information return under Section 6041A, which include state agenci es,
woul d accel erated that reporting (the earlier of 20 days after entering into the
personal service contract or, if no contract, first paying $600 or nore) and al so
report to EDD the sanme information required on the 1099-M SC descri bed above,
plus the follow ng additional information:

the date of the contract or, if no contract, the date that paynent first totals
$600 or nore, and

the total dollar anpbunt of the contract, if any, and the contract expiration date.

Under current law the NER information is retained by EDD for no nore than six
mont hs after the cal endar quarter.

Under this bill, the ICR informati on would be retained by EDD for 10 nonths
after the close of the taxable year, which is generally the tinme that the 1099-
M SC woul d be avail abl e.

| npl enent ati on Consi derati ons

FTB staff anticipates the |Independent Contractor Registry (I CR) would be
used for child support and tax collection purposes in the sane form and
manner that it uses EDD's NER. If the ICRinformation is matched to an
obl i gor whose deli nquency has been referred to FTB for collection, FTB would
i ssue an earnings w thholding order to the contracting trade or business,

whi ch coul d include state agencies. Though currently the NER process is not
conpatible to FTB's needs for tax collection purposes, as previously

di scussed, staff anticipates that current discussions with EDD will overcone
this conplication, and if this bill is enacted the ICR, |ikew se, would be
used for tax collection purposes.

Staff has identified the follow ng considerations that nmay ease the
i npl enentati on and admi ni stration of the ICR and thereby enhance its usage
by FTB. The suggested anendnents are attached for your conveni ence:

To avoid msinterpretation, the bill could clarify that only busi nesses
woul d be subject to these reporting requirenments. (Anmendnents 1 and 2)

To avoid confusion as to when to report information on the independent
contractor and when the EDD retention period begins, the bill should
clarify that the report to EDD and retention period by EDD woul d be
triggered on the date the aggregate paynents for the cal endar year to the
i ndi vidual first equal or exceed $600. (Amendnment 3 and 5)
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To ensure that the identification nunber required by EDD could be used
for FTB's prograns, the bill should provide that the identification
nunber required by EDD woul d be agreeable to the FTB. (Anendnent 4)

FTB, as a contracting public agency, is considering how the reporting of
this contract information to EDD woul d be inplenented as required under this
bill. A plan will be adopted as the bill noves through the |egislative
process.

FI SCAL | MPACT

Departnmental Costs

Currently, EDD charges FTB for its use of the New Enpl oyee Registry for
child support purposes. FTB staff estimates the costs to use the I CR per
fiscal year could be in the $10,000 range and would be included in the child
support collection progranm s annual budget.

Costs associated with the reporting requirenents and the processing of any
wi t hhol di ng orders that may be received within the departnent as a result of
the matching of data between FTB and EDD will be included in the analysis as
the bill noves through the |egislative process.

Col | ection Estimate

Based on the di scussion below, the amount of additional collections fromthe

provisions of this bill are estimated as foll ows:
Estimated Col I ections I npact AB 2014
Ef fective 1/1/99
Fi scal Year | npact
(In MI11Iions)
1998-9(1999- 0| 2000-
01
Chil d Support Collections $1 $5 $8
Tax Col | ections $2 $7 $14
Total Collections $3 $12 $22

Thi s anal ysis does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis bill.

Col | ecti on Di scussi on

This estimte does not take into consideration collections of child support
obligations by district attorneys that may increase as a result of this
reporting change.

This estimate is based on the results of FTB' s child support collection
program and the available information on 1099 non-enpl oyee conpensati on
reporting under current law. This estinmate assunes FTB would use the ICR
to issue withholding orders for both its child support and tax collection
progranms. |In addition, the follow ng data and assunptions were used:
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EDD wi Il be able to process the service-recipient information within 30
days of receipt in a format that can be used to match records submtted
to FTB.

FTB and EDD, in cooperation, will be able to devel op the necessary
procedures and prograns for matching the service-recipient’s information
file against FTB s accounts receivable file.

The maxi mum conpliance rate by service recipients will be two-thirds
reached by the third year (22%the first year, 44%the second year).

In the first year adjustnments were made to elimnate pre-existing
contracts and to allow for inplenmentation | ags.

The average contract period will be six nonths.

Aver age collection amobunts for service-providers were based on tota
child support and tax collections through the issuance of w thhol ding
orders to enployers divided by total inconme tax returns with reported
sal ari es and wages, increased by 50%to reflect the generally higher

i ncome | evels of service-providers.

BOARD POSI TI ON

Pendi ng.



FTB s Suggested Amendnents
AB 2014, As Introduced February 18, 1998
AVENDMENT 1
On page 2, line 13, after “deriving” insert:

trade or business

ANVENDMENT 2
On page 2, line 14, strike out “whatsoever” and insert:

in the course of a trade or busi ness

AVENDMENT 3
On page 2, line 28, strike out “of” and insert:

that in the aggregate equal or exceed

AVENDMENT 4
On page 3, line 3, after “Departnent” insert:

with the concurrence of the Franchi se Tax Board

AMENDMENT 5

On page 3, lines 5 and 6 and 12 and 13, strike out “paynents first total six
hundred dollars ($600) or nore” and insert:

aggregate paynents first equal or exceed six hundred dollars ($600)



